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SUBJECT: PIT Rates/Percentage of Federa

DEPARTMENT AMENDMENTS ACCEPTED. Amendments reflect suggestions of previous analysis of bill as
introduced/amended

AMENDMENTS IMPACT REVENUE. A new revenue estimate is provided.

AMENDMENTS DID NOT RESOLVE THE DEPARTMENT’S CONCERNS stated in the previous analysis of hill as
introduced/amended

FURTHER AMENDMENTS NECESSARY .

DEPARTMENT POSITION CHANGED TO

REMAINDER OF PREVIOUS ANALY SIS OF BILL ASINTRODUCED/AMENDED STILL APPLIES.
X OTHER - See comments below.

SUWARY OF BILL

This bill would change the nmethod of conputing the California personal incone tax
(PIT) for taxpayers who do not have any incone that is taxed by another state or
country. For these taxpayers, the PIT woul d be a yet-to-be-determ ned percentage
of the taxpayer’s federal tax liability, prior to the application of any federa

tax credits, reduced by any credits all owed under California’s PIT | aw.

SUWWARY OF AMENDMENT

Thi s amendnent renoves the previous | anguage in the bill that declared the
| egislative intent to sinplify the tax laws and inserts the above sunmmarized
provi si ons.

EFFECTI VE DATE

This bill, as a tax levy, would be effective imrediately and operative for tax
years begi nning on or after January 1, 2000.

LEG SLATI VE H STORY

SB 343 (1996/95) proposed that for cal endar year 1995 only, individuals who were
not engaged in business, farmor rental activities or did not have itens treated
differently for federal or state tax purposes would conpute their California

i ncome tax based on a percentage of their federal taxable inconme, but only if no
federal inconme tax | aw changes were enacted for tax year 1995.
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PROGRAM HI STORY/ BACKGROUND

Federal legislation typically is not enacted until late in the year, however the
changes may be applicable beginning in that year. Typically, the federa

| egislative year ends after the California |legislative year. So, at the tine
California law is enacted for a given year, federal |aws for that same year nmay

still be undecided. Using federal law to conpute California taxes before
California has had an opportunity to review and enact it is considered
“prospective conformty.” It has been Legislative Counsel’s opinion that

prospective conformty would be an unconstitutional del egation of state
| egi slative powers to the federal governnent.

The enactnent of this tax nethod, which is frequently called “coupling,”
previously has been rejected in the California Legislature and through ball ot
initiatives.

SPECI FI C FI NDI NGS

California’s PIT law is largely patterned upon federal law. To compute
California income tax, taxpayers begin by copying their federal adjusted gross
income (AG@) to their California incone tax return. However, because state tax
| aw conbi nes uni que state provisions with selected federal provisions that
sonetinmes are nodified, adjustments to federal AG and other federal numbers are
required for state purposes. The PIT rate ranges from1%to 9.3% whereas the
federal individual income tax rate ranges from 15%to 39.6% Married couples in
California are taxed at the sane rate as though they are two single individuals
with the same inconme, whereas under federal |law they are taxed at a higher rate
than if they were two single individuals (referred to as the “marriage penalty").
Nonresi dents and part-year residents are taxed only on inconme from California
sources, but the rate of tax is determned by referencing incone fromall sources
and then using a ratio to elimnate the benefit of the graduated rate structure.

O her areas that reflect significant differences between federal and state |aw
that woul d be affected by this bill are:

Treatment of depreciation, net operating |osses (NOLs), including disaster
NOLs, and determ ning basis in conmputing gains and | osses;

Exenpt interest inconme and |lottery w nnings taxable under federal |aw but
not state | aw

Soci al Security, worker's conpensation or unenploynment benefits taxable
under federal |aw and exenpt under state |aw,

Treatment of personal and dependent exenptions as deductions under federa
| aw and credits under state | aw,

Treatnment of married couples as previously discussed,
Treatment of state income taxes paid;

Speci al state tax deductions intended to provide econom c incentives and
support social policies.
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This bill would change the nmethod for cal culating the personal income tax for

t axpayers who do not have any incone that is taxed by another state or country.
The PIT for these taxpayers would be a yet-to-be-determ ned percentage of the
taxpayer’'s federal tax liability, prior to the application of any federal tax
credits for the sane taxable year, reduced by any credits all owed under
California’s PIT | aw

Pol i cy Consi derations

Aut omatic conformty to federal |aws enacted after California’s
Legi sl ature recesses may be an unconstitutional del egation to Congress of
California s |egislative powers.

A “marriage penalty” would be created because California would be
adopting the federal married-couple standard deduction, which is
instrumental in creating the federal “marriage penalty.”

Certain special state deductions and excl usions that target specific

t axpayer groups or encourage specific taxpayer behavior (i.e., disaster
NOL deduction, crinme hot-line reward exclusion and rideshare excl usion)
woul d be elim nat ed.

Federal |aw all ows taxpayers who item ze a deduction for state incone
taxes paid. It may not be appropriate to allow this deduction for state
tax purposes, and this bill does not provide for adjustnents to the
federal tax to conpensate for this deduction

California PIT currently is conputed by nmaking the follow ng adjustnents
to federal adjusted gross income, which would not be nade under this
bill: state tax refunds; unenpl oynent conpensation; social security
benefits; railroad retirenent benefits; capital gains and | osses; |IRA

di stributions; pension and annuities; and novi ng expense rei nbursenents.

This bill would violate California s Constitution since it would
indirectly tax bond interest on United States governnent issued
securities that is taxable under federal |aw but is exenpt from
California tax. Further, this bill would violate federal | aw that
requi res nondi scrimnatory taxation of federal interest.

California s current filing requirenent thresholds would not apply to

t axpayers using the coupling nethod. Instead, the federal filing

requi rement threshol ds would be used, and as such, any California
residents or nonresidents with California source i ncome who are required
to file a federal tax return would be required to file a California tax
return.

California’s tax law is nore progressive than federal |aw, w th higher

filing thresholds. |In fact, legislation was recently enacted to adj ust
the filing thresholds for the dependent exenption and senior exenption
credits to reduce return filings. This bill could subject |owincone

Californians to income tax who currently do not pay California tax or
have a filing requirenent.
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FTB staff in March 1991 prepared a report which di scusses the inpact of
coupling the state PIT tax to federal tax. This report is available on
request .

| npl enent ati on Consi derati ons

Consi dering the magnitude of the policy issues, this anal ysis assunes the

bill will experience significant amendnents as it noves through the
| egi sl ative process. Therefore, a detailed inplenentation plan has not been
devel oped, and the full inpact on the department’s prograns and operations

has not been determ ned. However, it is known that to adm nister this bil
woul d require significant planning and restructuring to maintain
efficiencies without jeopardizing or disrupting collection of tax revenue.
It is also known that under this bill, the FTB would continue its current
conmput er program and organi zati on processing structure to acconmodate those
with income taxed by other states or countries. This may cause
nonconpl i ance and confusion given that there would be two tax nethods (and
tax tables) in existence. As of June 30, 1999, staff processed

approxi matel y 500, 000 1998 i ncone tax returns of non-residents and part-
year residents and 83,000 returns where the individuals clainmed the credit
for taxes paid to other states. These are returns in which the taxpayer’s
income is subject to tax in other states. All other individuals filed

approximately 12.1 mllion 1998-incone tax returns. The full inpact of this
bill will be determined as the bill noves through the | egislative process.
Staff will work with the author on this bill as the bill is devel oped.

FI SCAL | MPACT

Departnmental Costs

FTB does not yet know the departnental costs that would be associated with
this bill. However, it is known that some of the issues that will need to
be resolved by staff in developing the costs will include:

How many new taxpayers would be filing under coupling,

How many additional tax forns would need to be distributed,

Whet her electronic and telefiling could be inplenented for the first year
filing under coupling (tax year 2000 returns due which may be filed as
early as January 1, 2001),

The extent of taxpayer confusion resulting in questions and errors,
How many taxpayers woul d question the new formand/or the two filing
met hods (assuming FTB were to maintain the current access rate for its
t el ephone service center); and

How many taxpayers woul d correspond or nake errors because of the new
form using the wong booklet instructions and therefore using w ong
met hod/ t ax tabl e?

Tax Revenue Esti mate

The revenue estimate i s unknown and cannot be determ ned until the
percentage of federal tax is determ ned.

BOARD POSI TI ON
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